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Notice to Readers
We, as members of the AICPA staff, have developed this Audit Risk Alert to provide you, as an auditor of financial statements of state and local governments,1
with an overview of recent economic, industry, regulatory, and professional developments that may affect the audits you perform. This document presents brief
summaries of recently issued accounting and auditing pronouncements and legal and
regulatory provisions. We present those summaries for your information only; you
should not rely on them as a substitute for a complete reading of the source material.
This publication is an Other Auditing Publication as defined in Statement on Auditing Standards (SAS) No. 95, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1, AU sec. 150), as amended. Other Auditing Publications have no authoritative status; however, they may help the auditor understand
and apply the SASs.
If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances of his or her audit. This publication was
reviewed by the AICPA Audit and Attest Standards staff and published by the
AICPA and is presumed to be appropriate. This document has not been approved,
disapproved, or otherwise acted on by a senior technical committee of the AICPA.
Mary McKnight Foelster
Senior Technical Manager
Professional Standards
and Services

Leslye Givarz
Technical Manager
Accounting and Auditing
Publications

1 Until 2003, this annual Alert has included the topic of single audits—audits performed under Office of Management
and Budget (OMB) Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations (Circular A133). Beginning this year, we address single audits matters separately in the Audit Risk Alert, titled Single Audits.
The annual Single Audit Alert will provide auditors of organizations receiving federal awards with an overview of recent industry, regulatory, and professional developments that may affect the audits they perform.
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State and Local Governmental
Developments—2003
Economic and Industry Developments
The State of the Economy

State and local governments are taking severe action to weather
these difficult times. Last year we saw some tax increases, budget
trimming, and the use of rainy-day funds. This year, those techniques are being supplemented with additional tax increases (on a
scale not seen since 1992), tax restructuring, across-the board
budget cuts, hiring freezes, layoffs, early retirement incentives,
and program restructuring, especially in health care programs.
Some governments are using current tobacco settlement payments, which are significantly lower than originally projected, to
fill budget gaps, as well as using future settlement payments to securitize bonded debt. State governments are stepping up their efforts to tax Internet sales. (See the later discussion in this section
titled “Taxation of Internet Sales.”) Further, state cuts in funding
to local governments are adding to the financial stress those entities are facing. To increase revenue, some governments are trying
“data mining,” a process of identifying unpaid taxes and fees by
looking at other, related data. For example, a government might
use overseas purchases declared on customs forms to identify unpaid use taxes and use self-employment income in tax returns to
identify unpaid business licenses. Governments also issued debt,
including refunding debt, in record amounts in 2002, taking advantage of historically low interest rates.
In the face of these uncertain economic times, governments may
consider using “creative” budgeting, financing, and financial reporting techniques to avoid the appearance of deficit financial
positions. They may find innovative ways to minimize the reporting of costs, maximize the reporting of revenues and unrestricted
net assets, and use restricted resources for unrestricted purposes.
7

Help Desk—The Rockefeller Institute of Government’s new
Web site, “The Gateway to State and Local Government Information,” at http://StateAndLocalGateway.rockinst.org, is a
clearinghouse of information on state and local government finances that can help you to keep up-to-date on economic issues
facing governmental entities.

Taxation of Internet Sales

The taxation of Internet sales remains an ongoing issue. State and
local governments are concerned about losing billions of revenue
dollars annually because of untaxed Internet sales. Internet businesses
claim that disparities in sales tax systems among the various jurisdictions make it too burdensome to administer sales tax collections.
Late in 2002, a majority of states approved an interstate agreement to simplify their sales tax laws. The agreement will become
effective once a certain number of states have enacted conforming legislation. In response, some of the nation’s largest retailers
have started voluntarily to collect taxes on their Internet sales.
However, before state and local governments can enforce the taxation of Internet sales, the federal government must pass legislation permitting it. The Internet Tax Nondiscrimination Act
(Public Law [P.L.] 107-075), which expires November 1, 2003,
bans new Internet access taxes and new, multiple, and discriminatory taxes on electronic commerce. Legislators are considering
bills in the 108th Congress to make the ban permanent. Surely,
the states will be adding their voice to that debate.
Governing Board Scrutiny

You may find governing boards, audit committees, and those
with oversight responsibility for financial matters more attentive
to and involved with this year’s audit. There are several reasons
why these groups are on a heightened state of alert:
• They are concerned with the financial stress the entity is
facing. (See the earlier discussion in this section titled “The
State of the Economy.”)
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• They are taking their oversight responsibilities more seriously in the wake of recent accounting scandals and the
passage of the Sarbanes-Oxley Act of 2002 (P.L. 107-204).
• They are receiving new financial information because of
the implementation of Government Accounting Standards
Board (GASB) Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for
State and Local Governments. (You might find them especially interested in the tone and content of the information
in the management’s discussion and analysis [MD&A].)
• You are bringing them more directly into the audit process
through the fraud inquiries required by Statement on Auditing Standards (SAS) No. 99, Consideration of Fraud in a
Financial Statement Audit (AICPA, Professional Standards,
vol. 1, AU sec. 316). (See the discussion of SAS No. 99
and the associated AICPA publications in the later sections
of this Alert titled “Recent AICPA Auditing Standards and
Other Guidance” and “Focus on Fraud.”)
This increased attention and involvement can have a positive effect on your audits and your relationships with your clients.
However, you will likely need to plan some extra time in your
audit budgets because of it.

Regulatory, Legislative, and Other Developments
Internal Revenue Service Activities

We have included in the past few Alerts lengthy discussions about
how Internal Revenue Service (IRS) activities might affect the financial statement audits of your state and local government
clients. You should be aware of IRS concerns about noncompliance that could have a direct and material effect on the determination of financial statement amounts. While there are some new
IRS concerns every year, many of them stay the same.
This year the IRS continues to be concerned about and use various techniques to examine compliance with laws and regulations
9

relating to, among other matters, settlements for back pay,
worker versus independent contractor classification, taxable
fringe benefits, Federal Insurance Contribution Act (FICA) taxes,
tax-sheltered annuities and deferred compensation plans, and
yield burning and arbitrage on tax-exempt bonds. In addition,
changes in IRS regulations, some of which we highlight below,
might result in changes in a government’s activities relating to, for
example, its retirement plans or tax-exempt debt.
There is a simple way to obtain targeted, up-to-date information
about relevant IRS activities—go to the appropriate sections of the
IRS Web site. The portion of the IRS Web site relating to the Tax
Exempt and Government Entities (TE/GE) Operating Division:
• Provides separate pages for state and local governments,
Indian tribal governments, tax-exempt bonds, and employee plans
• Provides links to relevant regulations, revenue rulings, revenue procedures, notices, announcements, publications
(such as the 2002 versions of Publications 963, FederalState Reference Guide: Social Security Coverage and FICA
Reporting by State and Local Government Employers, and
3908, Gaming Tax Law for Indian Tribal Governments),
and educational materials
• Allows you to access and subscribe to electronic newsletters, such as the Federal, State, and Local Government
Newsletter and Employee Plans News
• Gives you information about outreach efforts, voluntary
correction programs (such as the voluntary closing agreement program for tax-exempt bonds), and contacts for appropriate IRS and other federal agency personnel.
Help Desk—Check it out! Go to www.irs.gov and follow the
links to government entities (which will take you to separate
pages for federal, state, and local governments; Indian tribal
governments; and tax-exempt bonds) and retirement plans.
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Employment Issues
This year, the TE/GE office of Federal, State, and Local Governments (FSLG) will try to increase voluntary compliance with the
regulations for information returns (Forms 1099 and W-2) by
conducting “compliance checks” and examinations. Compliance
checks, which are not examinations, are used to verify that information returns are accurately and timely reported. The FSLG
also will be addressing information return penalties. Each statebased FSLG office has developed plans to provide educational information to governments and practitioner and government
associations about information return reporting and other employment tax issues.
Tax-Exempt Bonds
Enforcement activities. In last year’s Alert, we explained the IRS’s
enforcement activities and global settlements relating to yield
burning on tax-exempt bonds. The IRS continues to cast a wider
net, gathering many firms that did not participate in the global
settlements and even expanding their concerns into cash-funded
defeasance escrows (in addition to the bond-funded escrows that
have been targeted for several years). An interesting aspect of this
activity is that the brokers often are paying small refunds to the
issuers. In some cases, the issuers will have to pay those refunds to
the IRS. If a government you audit receives such a refund, it
should consult a competent tax adviser about the consequences.
As its examiners gain experience, the IRS is auditing more types
of tax-exempt bonds. Its experience with “blind pools” has
piqued its interest further, and such pooled financing issues
(particularly, pools from which few, if any, loans were made) can
be expected to be a continuing target of IRS audits for some time.
It is also worth noting that the IRS’s interest in solid waste bonds
and arbitrage rebate payments has not diminished. In addition,
relatively new areas of focus include single family and multifamily mortgage bonds and student loan bonds. Finally, any type of
bond issue where the project(s) to be financed never came about
can anticipate intense scrutiny, in the event that an IRS audit letter
is received.
11

An easily overlooked problem for which auditors should be on
the lookout is change in use of financed facilities. Bond proceeds
may be used to finance a project that is initially eligible for tax-exempt financing, but the use of the property later changes to an
ineligible use (for instance, space that is no longer being needed
for a government purpose could be leased to a private business, or a
government service using bond-financed facilities could be privatized). If this should occur with respect to any portion of such a
facility, the government should consult a competent tax adviser
about the consequences.
In last year’s Alert, we discussed an IRS Voluntary Closing Agreement Program (VCAP) that was announced on October 1, 2001.
This program continues in full force and can be a very useful tool to
resolve problems that a government discovers with its tax-exempt
bonds. Refer to the IRS Web site at www.irs.gov for more details.
Output facility regulations. In the September 23, 2002, Federal
Register (67 FR 59756), the IRS issued regulations that provide
guidance for applying the private activity bond restrictions to taxexempt bonds issued by state and local governments for output
facilities, which generally are facilities for the generation and
transmission of electricity. The final regulations apply to bonds
sold on or after November 22, 2002.
Arbitrage safe harbor. In Revenue Procedure 2002-31 (Internal
Revenue Bulletin 2002-19, May 13, 2002), the IRS finalized an
arbitrage safe harbor under which an issue of certain short-term
tax or revenue anticipation bonds will not be treated as outstanding longer than is reasonably necessary to accomplish the governmental purposes of the bonds. The revenue procedure applies to
bonds sold after May 13, 2002.
Help Desk—The IRS recently issued a guide to provide an
overview of federal tax law requirements pertaining to tax-exempt municipal bonds. Publication 4079, Tax-Exempt Governmental Bonds Compliance Guide, is available on the IRS Web
site at www.irs.gov/pub/irs-pdf/p4079.pdf.
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Employee Plans
The Economic Growth and Tax Relief Reconciliation Act of 2001
(P.L. 107-016) included comprehensive pension reforms that significantly changed how traditional retirement programs are operated,
including programs that cover governmental employees. See last
year’s Alert for an overview of the effect of the Act.
In the July 11, 2003, Federal Register (68 FR 41230), the IRS issued final regulations on eligible Section 457(b) deferred compensation plans. The regulations reflect the changes made to 457
plans by various laws enacted over the past two decades. They also
make various technical changes and clarifications to the existing
final regulations on many discrete issues. The final regulations are
effective upon issuance and generally applicable to taxable years
beginning after December 31, 2001.
In Notice 2003-20 (Internal Revenue Bulletin 2003-19, May 12,
2003), the IRS provides needed and helpful guidance on the
withholding and reporting requirements applicable to 457(b)
plans. Guidance in the Notice includes timing and reporting for
income tax withholdings and FICA payments. The rules in the
Notice are effective for deferrals and distributions made after
December 31, 2001.
Securities and Exchange Commission Developments

Last year, the Securities and Exchange Commission’s (SEC’s) Office of Municipal Securities studied the system of nationally recognized municipal securities information repositories
(NRMSIRs). The study found that municipal securities issuers
and conduit borrowers frequently are not filing their contractually required annual continuing disclosures. (See the discussion of
continuing disclosure requirements in the SEC section of last
year’s Alert.) Issuers and conduit borrowers frequently fail to
make the required filings because they are not aware of their
obligation or the potential consequences of noncompliance. Such
potential consequences are (1) broker-dealers may become unable
to recommend the purchase of the entity’s securities, reducing
their liquidity, and (2) issuers and conduit borrowers must dis13

close their failures to file in the offering document for their next
bond issue. If an issuer or conduit borrower repeatedly fails to
meet its obligation to file in a timely manner, broker-dealers may
be unable to underwrite or bid for the offering. The SEC recently
reminded broker-dealers of these obligations and of its intention
to enforce them.
In last year’s Alert, we discussed how you might become aware
during a financial statement audit that a government has not
complied with its continuing disclosure obligations, and that
such noncompliance might have a material indirect effect on the
financial statements. We want to again remind you that when
you become aware of such noncompliance, you should consider
the adequacy of the government’s financial statement disclosure
about the violations and actions taken to address them as well as
the effect of nondisclosure on the auditor’s report. Should you
find such violations, you also may want to assess the entity’s internal control over making the required filings and report deficiencies in that internal control in the management letter.
You also should be aware of the increasing need for governments,
especially municipal securities issuers and conduit borrowers, to
have their financial statements produced in an electronic format.
Issuers and conduit borrowers are increasing their use of the Internet
to disseminate information, including financial statements. Further,
the Municipal Council is developing a central electronic filing location that will simultaneously forward each filing to every NRMSIR (commonly referred to as an electronic “post office”) for
issuers and conduit borrowers to use to make filings with NRMSIRs. This post office will probably begin accepting filings during
the next year. (The Municipal Council is a group of 20 organizations representing all sectors of the municipal market.) The SEC
supports that effort and is expected to consider mandating use of
an electronic post office for all NRMSIR filings. Therefore, the
production of financial statements in an electronic format—and
one that is secure, such as a portable document format (PDF)
file—will meet both current and future needs.
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The Sarbanes-Oxley Act of 2002

Congress passed, and President Bush signed, the Sarbanes-Oxley
Act of 2002 (the Act), providing unprecedented new requirements
for auditors of public companies, corporations, and Wall Street.
Since the Act’s issuance, several state legislators, regulators, and
other elected or appointed officials are seeking to duplicate
and/or extend provisions of the Act to nonpublic companies.
Further, the General Accounting Office (GAO), which issues
Government Auditing Standards, has stated that it will be monitoring the actions of the AICPA and the new Public Company
Accounting Oversight Board (PCAOB) (which was established by
the Act) to determine if any clarifying guidance needs to be added
to its auditing standards. It is not clear at this point how or if these
activities will affect audits of state and local governments. For this
reason, you may want to follow developments related to the Act
over the next year. See the related discussion on certain recent
proposed auditing standards related to the Act in the section of this
Alert titled “Proposed AICPA Auditing and Attestation Standards.”
Help Desk—For information about the Sarbanes-Oxley Act,
see the Sarbanes-Oxley Act/ PCAOB Implementation section
of the AICPA Web site at www.aicpa.org/sarbanes/index.asp.
This section includes background information; links to
AICPA implementation guidance; and information on federal
regulator, state regulator, and PCAOB activities related to the
implementation of the Act.

Audit and Attestation Issues and Developments
Recent AICPA Auditing Standards and Other Guidance

SAS No. 97, Amendment to Statement on Auditing Standards
No. 50, Reports on the Application of Accounting Principles
Issued in June 2002, SAS No. 97 (AICPA, Professional Standards,
vol. 1, AU sec. 625) revises SAS No. 50, Reports on the Application
of Accounting Principles (AICPA, Professional Standards, vol. 1,
AU sec. 625). The Statement prohibits an accountant from providing a written report on the application of accounting principles not
15

involving facts and circumstances of a specific entity. It provides
guidance that a reporting accountant should apply when preparing a written report or providing oral advice on the application of
accounting principles to specified transactions involving facts and
circumstances of a specific entity, among other things. SAS No. 97
is effective for written reports issued or oral advice provided on or
after June 30, 2002, with earlier application permissible.
SAS No. 98, Omnibus Statement on Auditing Standards—2002
SAS No. 98, issued in September 2002, includes numerous accumulated revisions to various SASs. Among items that might be
relevant to the audits of state and local governments are:
• An amendment to SAS No. 8, Other Information in Documents Containing Audited Financial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 550.07), which indicates that the auditor may express an opinion, in relation
to the basic financial statements taken as a whole, on supplementary information and other information that has been
subjected to the auditing procedures applied in the audit of
those basic financial statements. It also describes, in more
detail, the auditor’s reporting on the information and that
the auditor should use the guidance provided in SAS No. 29,
Reporting on Information Accompanying the Basic Financial
Statements in Auditor-Submitted Documents (AICPA,
Professional Standards, vol. 1, AU sec. 551.12 and .14).
• An amendment to SAS No. 52, Omnibus Statement on Auditing Standards—1987 (AICPA, Professional Standards,
vol. 1, AU sec. 558.02 and 558.08-.10, “Required Supplementary Information”), which revises the applicability section of the SAS to include all sources of generally accepted
accounting principles (GAAP), including AICPA industry
Audit and Accounting Guides.
• An amendment to SAS No. 29 (AU sec. 551.12 and .15),
which clarifies that an auditor can report whether required
supplementary information (RSI) in an auditor-submitted
document that is neither incomplete nor otherwise deficient is fairly stated in relation to the basic financial state16

ments taken as a whole. To report in this manner, the RSI
must have been subjected to the auditing procedures applied in the audit of the basic financial statements.
Among the amendments and revisions included in SAS No. 98 are
others related to SAS No. 95, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 150.05);
SAS No. 47, Audit Risk and Materiality (AICPA, Professional
Standards, vol. 1, AU sec. 312.34-.41); SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 1, AU sec. 324.34.41); SAS No. 58, Reports on Audited Financial Statements
(AICPA, Professional Standards, vol. 1, AU sec. 508.65); and SAS
No. 1, Codification of Auditing Standards and Procedures (AICPA,
Professional Standards, vol. 1, AU sec. 530.03-.05, “Dating of the
Independent Auditor’s Report”) (which clarifies the auditor’s
responsibility with respect to subsequent events). With the exception of the effective date of the amendment to SAS No. 70 and
the rescission of Interpretation No. 6, of SAS No. 70 (effective for
reports issued on or after January 1, 2003), all amendments were
effective when SAS No. 98 was issued.
SAS No. 99, Consideration of Fraud in a Financial
Statement Audit
SAS No. 99 (AICPA, Professional Standards, vol. 1, AU sec. 316),
issued in October 2002, supersedes SAS No. 82, Consideration of
Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316). It also amends SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional
Standards, vol. 1, AU sec. 230, “Due Professional Care in the
Performance of Work”), and SAS No. 85, Management Representations (AICPA, Professional Standards, vol. 1, AU sec. 333). SAS
No. 99 establishes standards and provides guidance to auditors in
fulfilling their responsibility to plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement, whether caused by error or fraud.
It provides guidance as it relates to fraud in an audit of financial statements conducted in accordance with generally accepted
auditing standards (GAAS).
17

SAS No. 99 is effective for audits of financial statements for periods
beginning on or after December 15, 2002, with early application
permissible. See the subsequent section of this Alert, “Focus on
Fraud,” for additional related information.
SAS No. 100, Interim Financial Information
SAS No. 100 (AICPA, Professional Standards, vol. 1, AU sec. 722),
issued in November 2002, supersedes SAS No. 71, Interim Financial Information (AICPA, Professional Standards, vol. 1, AU sec.
722). SAS No. 100 applies to accountants who conduct reviews
of interim information of an SEC registrant or non-SEC registrant
filing with a regulatory agency (note that the standard defines a
regulatory agency as the SEC and the following agencies with
which an entity files periodic reports pursuant to the Securities
Exchange Act of 1934: Office of the Comptroller of the Currency,
the Federal Deposit Insurance Corporation, the Federal Reserve
System, or the Office of Thrift Supervision). SAS No. 100 establishes standards on the nature, timing, and extent of procedures
to be performed by an independent accountant when conducting
a review of interim financial information. Although such a review
is not a frequent occurrence, you may be engaged to review interim financial information as part of a governmental entity’s municipal securities filing. This guidance is effective for interim
periods within fiscal years beginning after December 15, 2002,
with earlier application permitted. See the related discussion about
the proposed SAS that would amend SAS No. 100 in the section of
this Alert, “Proposed AICPA Auditing and Attestation Standards.”
SAS No. 101, Auditing Fair Value
Measurements and Disclosures
GAAP requires fair value measurements and disclosures for many
investments and investment-related transactions. For example,
GASB Statement No. 31, Accounting and Financial Reporting for
Certain Investments and for External Investment Pools, as amended,
requires that investments be reported at fair value. Issued in January 2003, SAS No. 101 (AICPA, Professional Standards, vol. 1,
AU sec. 328), establishes standards and provides guidance on
auditing fair value measurements and disclosures contained in
18

financial statements. More specifically, SAS No. 101 addresses
audit considerations relating to the measurement and disclosure
of assets, liabilities, and specific components of equity presented
or disclosed at fair value in financial statements. SAS No. 101 is
effective for audits of financial statements for periods beginning
on or after June 15, 2003, with earlier application permitted.
Auditing Interpretations
Among the AICPA’s recent Interpretations that could relate to
your state and local governmental clients is Interpretation No. 15,
“Reporting as Successor Auditor When Prior-Period Audited
Financial Statements Were Audited by a Predecessor Auditor
Who Has Ceased Operations,” of SAS No. 58 (AICPA, Professional Standards, vol. 1, AU sec. 9508.60-74). This Interpretation
clarifies guidance for circumstances when prior-period financial
statements audited by a predecessor auditor who has ceased operations are presented for comparative purposes with current-period
audited financial statements. It provides, among other things, an
example of the reference that would be added to the introductory
paragraph of the successor auditor’s report when prior-period financial statements are unchanged. It also provides other reporting
guidance for situations when such prior-period financial statements
are restated.
Recent AICPA Attestation Standards

In September 2002, the Auditing Standards Board (ASB) issued
Statement on Standards for Attestation Engagements (SSAE)
No. 12, Amendment to Statement on Standards for Attestation
Engagements No. 10, Attestation Standards: Revision and Recodification (AICPA, Professional Standards, vol. 1, AT sec. 101).
SSAE No. 12 is an omnibus standard that amends various standards
for matters that have accumulated over time. It was primarily issued
to make changes to the attestation standards that are consistent
with those made to the auditing standards via SAS No. 98 (see
the previous discussion in the section of this Alert titled “Recent
AICPA Auditing Standards and Other Guidance”). It also clarifies
the relationship between the attestation standards and the
AICPA’s quality control standards to indicate that deficiencies in
19

or instances of noncompliance with a firm’s quality control policies
and procedures do not, in and of themselves, indicate that a
particular engagement was not performed in accordance with
attestation standards.
Proposed AICPA Auditing and Attestation Standards

The ASB has released several exposure drafts that might affect
your audits of state and local governmental financial statements or
the environment in which you are conducting your audits this year.
These proposals include the following:
• Proposed SASs related to audit risk. The ASB released seven
proposed SASs related to the audit risk assessment process
to change audit practice to result in more efficient audits.
The primary objective of the proposed SASs is to enhance
auditors’ application of the audit risk model. The proposed
SASs are:
– Amendment to SAS No. 95, Generally Accepted Auditing Standards
– Audit Evidence (which would supersede SAS No. 31 of
the same name [AICPA, Professional Standards, vol. 1,
AU sec. 326])
– Audit Risk and Materiality in Conducting an Audit
(which would supersede SAS No. 47 of the same name)
– Planning and Supervision (which would supersede SAS
No. 22 of the same name [AICPA, Professional Standards, vol. 1, AU sec. 311])
– New SASs titled Understanding the Entity and Its Environment and Assessing the Risk of Material Misstatement
and Performing Audit Procedures in Response to Assessed
Risks and Evaluating the Audit Evidence Obtained
(which together would supersede SAS No. 45, Substantive Tests Prior to the Balance-Sheet Date [AICPA, Professional Standards, vol. 1, AU secs. 313 and 334], and
SAS No. 55, Consideration of Internal Control in a Financial Statement Audit [AICPA, Professional Standards,
vol. 1, AU sec. 319])
20

– An amendment to SAS No. 39, Audit Sampling
(AICPA, Professional Standards, vol. 1, AU sec. 350)
• Proposed SAS, Sarbanes-Oxley Omnibus. This proposed
standard includes amendments to various standards to reflect certain provisions of the Sarbanes-Oxley Act of 2002
and the final SEC rules titled Retention of Records Relevant
to Audits and Reviews and Strengthening the Commission’s
Requirements Regarding Auditor Independence. Although
many of the revisions would only apply to SEC engagements,
for example, requirements for a review by a reviewing partner
of financial statements for SEC engagements and for the
required reporting on internal control over financial reporting (see the related discussion in the following bulleted
item), there are other proposed changes that would affect
governmental audits. For example, the statement would
amend SAS No. 96, Audit Documentation (AICPA, Professional Standards, vol. 1, AU sec. 339), to require that certain
audit documentation be retained for a period of seven years
from the end of the audit or review period. This standard
also would amend SAS No. 61, Communication With
Audit Committees (AICPA, Professional Standards, vol. 1,
AU sec. 380), to establish a definition of an audit committee
and to revise certain existing communication requirements
or add new requirements.
• Proposed SASs and SSAE related to reporting on internal
control. The Sarbanes-Oxley Act of 2002 requires that auditors of public company financial statements also report on
the effectiveness of management’s internal control over
financial reporting. The proposed SASs titled Auditing an
Entity’s Internal Control Over Financial Reporting in Conjunction With Financial Statement Audit and Amendment
to SAS No. 100, Interim Reporting, and the proposed SSAE
titled Reporting on an Entity’s Internal Control Over Financial Reporting (which will supersede Chapter 5, “Reporting
on an Entity’s Internal Control Over Financial Reporting,”
of SSAE No. 10, Attestation Standards: Revision and Recodification [AICPA, Professional Standards, vol. 1, AT sec. 501],
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as amended) establish standards and provide guidance to
auditors in fulfilling that responsibility. Currently there is no
similar requirement for an auditor to report on the effectiveness of a government’s internal control over financial
reporting. However, the proposed SSAE, when finalized,
would be guidance for an auditor of a state or local government entity if he or she were engaged to provide such assurance on controls.
• Proposed SAS related to communicating internal control
matters. This SAS, titled Communication of Internal Control Related Matters Noted in an Audit, would supersede
SAS No. 60 of the same name (AICPA, Professional Standards, vol. 1, AU sec. 325). It establishes and provides
guidance to enhance the auditor communication responsibility to the audit committee (or its equivalent) concerning
significant deficiencies and material weaknesses in internal
control noted in a financial statement audit. One result of
this proposed standard is that the term reportable condition
would be replaced by the term significant deficiency. If the
standards are finalized as proposed, this would result in
possible future report wording changes in audits of state
and local governments (for example, in the reporting required under Government Auditing Standards).
Help Desk—For information about the current status of
these proposed standards, go to the AICPA Web site at
www.aicpa.org/members/div/auditstd/drafts.htm.

Focus on Fraud

Recent news in corporate America has revealed fraud-related
events in several major industries. The effects of fraud can extend
well beyond these specific industry boundaries to affect many
types of entities, including governments. Preparers and auditors
of state and local government entities’ financial statements should
make sure that they are aware of fraud factors and their related
risks as they plan and conduct their engagements.
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The AICPA has taken an active role, as noted in the following endeavors, in responding to the news of recent fraud events, both
independently and in conjunction with other organizations.
While this section is not all-encompassing, it identifies the types
of activities surrounding fraud information that you can consider.
HelpDesk —For more information on fraud and fraud-related
resources, see the AICPA Web site at www.aicpa.org/
antifraud/addidional_info.asp.

Issuance of SAS No. 99
The AICPA’s issuance of SAS No. 99, discussed previously in this
section of the Alert, was a pivotal step in providing standards and
guidance for auditors in detecting material fraud. However, the
story does not stop there. The fight against fraud is not just the
external auditor’s responsibility. Rather, other key players in this
focus on fraud include internal auditors, management, governing
and other boards, audit committees, and employees.
The issuance of this far-reaching standard heightens efforts in the
battle against fraud by providing additional standards and guidance that extends beyond its predecessor, SAS No. 82 (of the
same name). It also provides examples of conditions that are conducive to fraud risk, among other matters. Consider the following
information, for example.
There are two types of misstatements relevant to the auditor’s
consideration of fraud in a financial statement audit:
• Misstatements arising from fraudulent financial reporting.
• Misstatements arising from misappropriation of assets.
SAS No. 99 highlights three conditions that are generally present
when fraud occurs. However, this does not mean that whenever
these conditions are present, there is likely to be fraud or, on the
other hand, that if any of these conditions is not present, that
fraud is not likely to occur. Your professional judgment is important when assessing any entity for the possibility of fraud, as it is
in numerous other audit matters.
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For each fraud-related condition included here, we present related
examples that apply more specifically to the state and local government environment. These conditions include the following:
• Incentives/pressures. First, management or other employees
have an incentive or are under pressure, which provides a
reason to commit fraud. Examples might include expectations of laws or regulations that will limit resources, anticipated funding cuts for the entity, public pressures to
provide more services with fewer dollars, declining property or other tax base, entity investment values that have
been negatively affected by the market, the use of complex
or “innovative” financing mechanisms, and insufficient
cash flows to cover expenditures, to name a few.
• Opportunities. Second, circumstances exist—for instance,
the absence of controls, ineffective controls, or the ability of
management to override controls—that provide an opportunity for a fraud to be perpetrated. Examples of opportunities include the governing board accepts management’s
recommendations and actions without query or debate;
the entity is subject to complex or frequently changing
accounting requirements; the entity makes excessive use of
separate funds, internal service funds, or interfund and
internal activity; the budget is not prepared by the appropriate level of management or is prepared without input of
those who understand the budgetary aspects of the entity’s
activities; or the entity awards financially significant
contracts without competitive bids or without due consideration of vendor qualifications.
• Attitudes/rationalizations. Third, those involved are able to
rationalize committing a fraudulent act. Examples include
a governing board that displays significant disregard for
regulatory, legal, or oversight requirements or other regulatory authorities; management that exhibits an attitude that
funds must be spent on a “use or lose” basis in order to
sustain future funding levels; or management that fails to
effectively follow up on questions about financial position,
financial performance, or budget variances.
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Among its many topics, the SAS includes sections addressing a
description and characteristics of fraud; the importance of exercising professional skepticism; the importance of discussions
among engagement personnel regarding risks of material misstatement due to fraud; the need to obtain information required
to identify risks of material misstatement due to fraud; the identification of risks that may result in a material misstatement due to
fraud; the assessment of identified risks, after taking into account
an evaluation of the entity’s programs and controls that address
the risks; responses to the results of the assessment; evaluation of
audit evidence; communication about possible fraud to management, the audit committee, and others; and documentation of
the auditor’s considerations of fraud.
Help Desk—For a more complete summary of information of
SAS No. 99, please see the AICPA Web site at www.aicpa.org
and click on Audit and Attest Standards, then Technical Activities and Publications, and then Summary of Recently Issued
Standards. See also the AICPA Audit and Accounting Guides
Audits of State and Local Governmental Units (Non-GASB 34
Edition) and Audits of State and Local Governments (GASB 34
Edition), which have both been updated to reflect the provisions of SAS No. 99.

AICPA’s Antifraud and Corporate Responsibility
Resource Center
In the quest for combatting fraud, you might find the tools and
information you need online, in the AICPA’s Antifraud and Corporate Responsibility Resource Center (www.aicpa.org/antifraud/).
The Center allows you to select optional ways to learn about
fraud as it relates to you and to learn about the topic itself. As of
this writing, spotlights are on the new Web-based fraud and
ethics case studies and commentaries recently issued; the AICPA
antifraud Web cast series; the interactive CPA course Fraud and
the CPA; and a competency model that allows you to assess your
overall skills and proficiencies as they relate to fraud prevention,
detection, and investigation; among other topics. In addition, the
site offers press releases and newsworthy items on other AICPA
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courses related to prevention and detection and an overview of
the AICPA Antifraud and Corporate Responsibility Program.
Help Desk—To find out more about fraud-related topics, go
to the AICPA Web site at www.aicpa.org, click on Antifraud
Resource Center, and begin exploring.

Other Fraud-Related Tools
We discuss the AICPA’s Practice Aid Fraud Detection in a GAAS
Audit: SAS No. 99 Implementation Guide in the later section of
this Alert titled “AICPA Issues Three Practice Aids Relevant to
State and Local Governments.” The fraud detection Practice Aid,
which includes guidance specifically related to audits of state and
local governments, should prove to be a big help as you plan and
prepare for your audits.
The AICPA’s Fraud Task Force of the Auditing Standards Board
has also issued the document, “Management Antifraud Programs
and Controls: Guidance to Help Prevent, Deter, and Detect
Fraud,” which appears as an exhibit to SAS No. 99. Issued jointly
by the AICPA and other organizations focusing on fraud, the
document, among other things, identifies measures entities can
implement to prevent, deter, and detect fraud.
Help Desk—To obtain a copy of SAS No. 99, which includes
the exhibit mentioned here, contact AICPA’s Member Services
at (888) 777-7077 and ask for product number 060701kk.
The exhibit is also available on the AICPA’s Web site at
www.aicpa.org (click on Audit and Attest Standards and then
on Technical Activities and Publications).

2003 Conforming Changes to Audit and Accounting Guides

State and Local Government Guides
We have updated the AICPA’s Audit and Accounting Guides Audits
of State and Local Governmental Units (Non-GASB 34 Edition)
and Audits of State and Local Governments (GASB 34 Edition) for
conforming changes as of May 1, 2003. Appendixes in each Guide
detail all changes. We made revisions for or added information
alerting auditors to the issuance or effective dates of (1) SASs
through SAS No. 101; (2) Ethics Interpretation 101-10, “The
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Effect on Independence of Relationships With Entities Included
in the Governmental Financial Statements,” of ET section 101,
Independence (AICPA, Professional Standards, vol. 2, ET sec.
101.12); (3) Government Auditing Standards Amendment No. 3,
Independence, and the recent overhaul to Government Auditing
Standards issued by the General Accounting .Office (GAO) (see
the discussion of these new standards in the section of this Alert
titled “Government Auditing Standards Developments”); (4) GASB
Statements No. 39 through No. 41; (5) the GASB’s Technical
Bulletin 2003-1, Disclosure Requirements for Derivatives Not Reported at Fair Value on the Statement of Net Assets; and (6) the
GASB staff ’s Comprehensive Implementation Guide—2003 (issued in May 2003). We also revised the Guides:
• To reflect the issuance of the new AICPA Audit Guide Audits of States, Local Governments, and Not-for-Profit Organizations Receiving Federal Awards, which contains the
guidance on audits in accordance with Government Auditing Standards (1994 edition, as amended) and U.S. Office
of Management and Budget (OMB) Circular A-133, Audits
of States, Local Governments, and Non-Profit Organizations,
that previously was in Statement of Position (SOP) 98-3 of
the same name as the new Guide. (See the discussion of the
new Guide in this section of this Alert titled “Issuance of
New AICPA Audit Guide for Performing OMB Circular
A-133 Audits.”)
• To add a new auditor’s report to the GASB 34 Audit Guide
to illustrate a situation with multiple opinion modifications, including an adverse opinion when a major fund is
not included in the financial statements.
• To add a new appendix to the GASB 34 Audit Guide that
provides an expanded contents listing, including all headings, tables, and examples, in alphabetical order, by chapter, to help users locate topics of choice.
Help Desk—For copies of the Non-GASB 34 Audit Guide
(product no. 012563kk) and the GASB 34 Audit Guide (product no. 012663kk) (both with conforming changes through
May 1, 2003), call AICPA Member Services at (888) 777-7077
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to order your copy. Also see the “References for Additional
Guidance” section later in this Alert.

Health Care Organizations
The Audit and Accounting Guide Health Care Organizations has
been updated with conforming changes as of January 1, 2003, to
reflect the issuance of GASB Statement No. 34 and related pronouncements. Because they are not yet effective for certain governmental health care entities, the provisions of GASB Statement
No. 34 and related pronouncements concerning governmental
health care entities that are included in the scope of the Guide are
discussed in a new Appendix F to the Guide. Illustrative management’s discussion and analysis, basic financial statements, and
notes to financial statements prepared in conformity with GASB
Statement No. 34 and related pronouncements are also provided
in the new Appendix F to the Guide.
Help Desk—For copies of the Health Care Organizations
Guide, contact Member Services at (888) 777-7077 and ask
for product number 012613kk.

Effect of Adopting GASB Statement No. 34 on Auditors’ Reports

The adoption of GASB Statement No. 34 constitutes a change in
accounting principles that, unless immaterial, will require the auditor’s report to include an explanatory paragraph regarding consistency. Such a paragraph could read “As described in Note X, the
City has implemented a new financial reporting model as required
by the provisions of GASB Statement No. 34, Basic Financial
Statements—and Management’s Discussion and Analysis—for State
and Local Governments, as of June 30, 20X1.”
AICPA Issues Three Practice Aids Relevant to State and
Local Governments

Auditing Governmental Financial Statements: Programs and
Other Practice Aids
This Practice Aid (scheduled for issuance in fall 2003) is a nonauthoritative companion to the AICPA Audit and Accounting
Guide Audits of State and Local Governments (GASB 34 Edition)
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and will address GAAS audits of financial statements prepared in
conformity with GASB Statement No. 34. Organized using the
same sequencing as the GASB 34 Guide, this publication will
primarily comprise illustrative audit programs and other practice
aids, such as an engagement letter, a management representation
letter, and deposit and investment confirmations. The Practice
Aid also will have a case study on selecting, evaluating the results
of, and reporting on opinion units.
Help Desk—Watch future issues of the CPA Letter for the status of this upcoming Practice Aid. You can also periodically
check the CPA2Biz Web site at www.cpa2biz.com.

Fraud Detection in a GAAS Audit: SAS No. 99
Implementation Guide
With fraud appearing so frequently in recent news about corporate, employee, and even auditor misdeeds, the AICPA has issued
this nonauthoritative guidance to provide CPAs with information related to implementing SAS No. 99. Topics relate to a full
spectrum of fraud-related matters, including, for example, understanding SAS No. 99 and its implications and computer-assisted
audit techniques. The Practice Aid also features industry-specific
conditions, including those in a state and local governmental environment that may indicate the presence of fraud.
Help Desk—You can obtain this convenient reference by contacting AICPA Member Services at (888) 777-7077 and asking for product no. 006613kk.

Applying OCBOA in State and Local Governmental
Financial Statements
A significant number of the more than 87,000 state and local
governments prepare their financial statements using an other
comprehensive basis of accounting (OCBOA), as defined in SAS
No. 62, Special Reports (AICPA, Professional Standards, vol. 1, AU
sec. 623.04). With issuance of GASB Statement No. 34, questions
have developed regarding the applicability of those financial reporting requirements to OCBOA financial statements. This nonauthoritative Practice Aid provides guidance in preparing OCBOA
financial statements of state and local governments and also for
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the appropriate auditor reporting on those financial statements in
accordance with SAS No. 62 and the AICPA Audit and Accounting
Guide Audits of State and Local Governments (GASB 34 Edition).
Help Desk—You can obtain this convenient reference (expected to be published by the end of August) by contacting
AICPA Member Services at (888) 777-7077 and asking for
product no. 006614kk. For additional guidance on both
preparing and auditor reporting on OCBOA financial statements, also check SAS No. 62 and Chapter 15 of the AICPA
Audit and Accounting Guide, Audits of State and Local Governments (GASB 34 Edition).

Issuance of New AICPA Audit Guide for Performing
OMB Circular A-133 Audits

This new Audit Guide titled Audits of States, Local Governments,
and Not-for-Profit Organizations Receiving Federal Awards is the
former Statement of Position (SOP) 98-3 of the same name.
Until this year, that guidance had been included as an SOP in an
appendix to both the GASB 34 and non-GASB 34 editions of the
AICPA’s state and local government Audit and Accounting
Guides and in the not-for-profit organizations Audit and Accounting Guide. The AICPA ASB decided to convert the SOP into an
AICPA Audit Guide because the content and guidance in the
SOP are more similar to that which would be included in an
Audit Guide and also to make it more clear that, like other
AICPA Audit Guides, it is updated each year for conforming
changes. The new Guide does not supersede the guidance that
appeared in SOP 98-3 but rather changes its format from an SOP
to an Audit Guide. It is now one of the AICPA’s primary sources
of authoritative guidance for performing audits under the Single
Audit Act Amendments of 1996; OMB Circular A-133, Audits of
States, Local Governments, and Non-Profit Organizations; and
Government Auditing Standards (see the discussion in the following
section regarding a new related nonauthoritative Audit Risk Alert).
Under SAS No. 95, this Audit Guide is considered an Interpretive Publication. Interpretive Publications are recommendations
on the application of SASs in specific circumstances, including
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engagements for entities in specialized industries. If you do not
apply the auditing guidance included in an applicable Interpretive Publication, you should be prepared to explain how you
complied with the SAS provisions addressed by such auditing.
Each year since 1998, AICPA staff has updated the SOP and, in its
new form as a separate guide, this year is no different. Updates for
this Guide include conforming changes related to recent auditing
standards through SAS No. 101, Auditing Fair Value Measurements
and Disclosures, and other changes in guidance, for example,
changes resulting from recently adopted Amendment No. 3,
“Independence,” to Government Auditing Standards and the
AICPA’s Audit and Accounting Guide, Audits of State and Local
Governments (GASB 34 Edition).
Help Desk—The product number for the new Audit Guide
Audits of States, Local Governments, and Not-for-Profit Organizations Receiving Federal Awards is 012743kk. To place your
order for this Guide, you can call AICPA Member Services at
(888) 777-7077. Also see the “References for Additional Guidance” section later in this Alert.

Single Audit Risk Alert

You may have grown accustomed in previous years to looking to
this Audit Risk Alert, as well as the Alert on not-for-profit organizations (NPOs), for the latest developments on audits of federal
awards (also known as single audits or Circular A-133 audits).
This is the first year that such guidance will not be included in
this Alert and the NPO Alert. Instead, because of the importance
of this topic, the guidance will be included in the separate annual
Audit Risk Alert, titled Single Audits. The Single Audit Alert will
provide auditors of organizations receiving federal awards with an
overview of recent industry, regulatory, and professional developments that may affect the audits they perform. If you perform single
audits, you should consider obtaining a copy of the Single Audit
Alert. Also note that this State and Local Governmental Alert will
continue to provide updates on Government Auditing Standards as
many audits of state and local government financial statements
are required to be performed under those standards, regardless of
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whether the entity receives federal money (see the discussion later
in this section on Government Auditing Standards developments).
Help Desk—The product number for the Audit Risk Alert,
Single Audits—2003 is 022453kk. To place your order for the
Alert, you can call the AICPA at (888) 777-7077. Also see the
“References for Additional Guidance” section later in this Alert.

AICPA Ethics-Related Standards

Revision of Interpretation 101-10
Ethics Interpretation 101-10, “The Effect on Independence of
Relationships With Entities Included in the Governmental Financial Statements,” of ET section 101, Independence (AICPA,
Professional Standards, vol. 2, ET sec. 101.12), discusses the effect
on an auditor’s independence of relationships with entities included
in governmental financial statements. The AICPA issued a revision
of this interpretation (effective March 2003) that reflects new
wording related to changes resulting from issuance of GASB
Statement No. 34. In addition, certain changes were made to the
Interpretation to conform it to the AICPA’s new independence rules
that were issued in November 2001 (that is, engagement-team focused approach to independence). Finally, the revision changes the
focus of the Interpretation, which had been based on the commercial model concept of financial control to an accountability focus,
which is more consistent with the government reporting model.
Help Desk—You can find the revision to the Interpretation in
the March 2003 issue of the AICPA’s Journal of Accountancy.
You can access the Journal’s Web site at www.aicpa.org/pubs/
jofa/joahome.htm.

Revisions to Rule 101—Independence for Nonattest Services
In June 2003, the AICPA’s Professional Ethics Executive Committee issued revisions to Interpretation 101-3, “Performance of
Other Services,” of ET section 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05), and deleted Interpretation 101-13, “Extended Audit Services,” of ET section 101,
Independence (AICPA, Professional Standards, vol. 2, ET sec.
101.15), and related Ethics Rulings. In the area of nonattest ser32

vices, the Committee adopted several new requirements, including those that would require members to:
• Comply with regulations of certain regulatory bodies (such
as the state boards of accountancy, the SEC, and the GAO)
when performing services for attest clients that are governed by such regulators’ independence rules
• Assess the client’s willingness and ability to oversee permitted nonattest services
• Document various aspects of the permitted nonattest services engagement prior to performing nonattest services
In addition, the committee adopted more restrictive rules for certain services:
• Performing appraisal, valuation, and actuarial services
would impair independence if the results of the service will
be material to the client’s financial statements and if the
services involve a significant degree of subjectivity.
• Performing certain financial information systems design
and implementation services would impair independence
in certain circumstances.
The committee also clarified existing rules for bookkeeping and
internal audit assistance services and proposed an increase in the
allowable balance that individuals subject to independence restrictions could have through credit cards and cash advance accounts.
The rule revisions will become effective on September 30, 2003.
Help Desk—To access related information, go to the AICPA
Web site at www.aicpa.org/members/ethics.

Government Auditing Standards Developments

Certain laws, regulations, and contracts require auditors to follow
Government Auditing Standards (also known as the Yellow Book)
promulgated by the Comptroller General of the United States.
For example, some states require that all local governments’ financial statements be audited in accordance with GAAS and Govern33

ment Auditing Standards. If you are performing a financial statement audit of a state or local government under Government Auditing Standards, you should be aware of a number of recent
revisions that have been made to the standards.
Independence
In a GAAS audit, auditors must comply with the AICPA’s independence rules included in the AICPA Code of Professional Conduct.
For audits performed under Government Auditing Standards, auditors and audit organizations are subject to additional independence rules that are in some cases very similar to the AICPA
independence rules and in other cases are more restrictive.
Amendment No. 3, Independence, to Government Auditing Standards establishes the additional independence rules under Government Auditing Standards. The GAO also has issued a question
and answer document titled Answers to Independence Standard
Questions, which responds to questions related to the independence standard’s implementation time frame, underlying concepts,
and application in specific nonaudit circumstances. Amendment
No. 3, as affected by Government Auditing Standards: Answers to
Independence Questions, revises the independence standards in
Government Auditing Standards for audits for periods beginning
on or after January 1, 2003, with early implementation encouraged.
The independence rules in Government Auditing Standards address
when auditors and their organizations are independent from the
organizations they audit by defining when personal, external, and
organizational impairments to independence exist. If an audit
organization is not independent, Government Auditing Standards
states that the auditor should (1) decline to perform the work or
(2) report the impairment in the scope section of the auditor’s
report when a government auditor cannot decline to perform the
work because of a legislative requirement or for other reasons.
Government Auditing Standards adopts an engagement-team focused approach to independence for matters such as financial interests of an individual auditor, not unlike the AICPA’s Code of
Professional Conduct. It also provides criteria for when governmental audit organizations are organizationally independent
from the audited entity for purposes of external and internal report34

ing. Government Auditing Standards employs a principles-based
approach to independence supplemented with certain safeguards
for matters such as the performance of nonaudit services. With
respect to nonaudit services, the Government Auditing Standards
rules are generally more restrictive than the AICPA rules (see the
discussion of recent proposed revisions to the AICPA rules in the
section of this Alert titled “AICPA Ethics-Related Standards”). In
planning the audit, the auditor should consider the effects of any
nonaudit services performed on the auditor’s independence for
current, future, and planned audit services.
To comply with the provisions governing nonaudit services, audit
organizations must meet two overarching principles. The first
bars audit organizations from performing management functions
or making management decisions for their clients; the second
prohibits audit organizations from auditing their own work or
providing nonaudit services when the services are material or significant to the subject matter of the audit. If a nonaudit service
does not conflict with either principle, an audit organization may
perform the service as long as it complies with each of the following
safeguards (see paragraph 3.25 of Government Auditing Standards
for a more detailed description of the safeguards):
• Personnel providing the nonaudit service cannot plan, conduct, or review audit work related to the nonaudit service.
Audit and nonaudit work must be performed by separate
engagement teams. (When an audit organization provides
40 or fewer hours of nonaudit services related to a specific
audit engagement, this safeguard requiring separate engagement teams is waived but the auditors must observe
the two overarching principles and other safeguards described in this paragraph.)
• The scope and extent of audit work cannot be reduced beyond the level that would be appropriate if the nonaudit
work were performed by an unrelated party.
• The audit organization should document its consideration
of the nonaudit service, including its rationale that providing
the service does not violate the two overarching principles.
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• The audit organization should establish and document an
understanding with management regarding the objectives,
scope of work, and deliverables of the nonaudit service, including an understanding that management is responsible
for the results of the service.
• The audit organization’s quality control system should
include policies and procedures that ensure consideration
of the effect of the nonaudit service on ongoing, planned,
and future audits.
• Where a nonaudit service is deemed to conflict with the
audit (because the service violates one or both of the
overarching principles), the audit organization should
communicate to management—before beginning the
nonaudit service engagement—that it will be unable to
perform subsequent audit work related to the subject
matter of the nonaudit service.
• For audits selected during peer review, the audit organization should identify to its peer reviewer all related nonaudit services and provide all related audit documentation.
Government Auditing Standards describe both nonaudit services
that are expressly prohibited and others that are permissible (as
long as the auditor complies with the two overarching principles
and all required safeguards noted above). The standards also state
that audit organizations can perform routine activities for the
audited entity and management without impairing their independence—provided the audit organization neither makes management decisions nor performs management functions. Such
ordinary services do not violate the overarching principles and are
not subject to the safeguards.
Overhaul to Remaining Sections of Government
Auditing Standards
Other changes are in the works for Government Auditing Standards.
The GAO issued a comprehensive revision to Government Auditing
Standards on June 25, 2003. This is the fourth revision of the
overall standards since they were first issued in 1972. This revision
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of the standards supersedes the 1994 revision, including Amendments No. 1 through No. 3 (note that the content of these
Amendments was incorporated into the revision).
The revision affects all chapters of the Yellow Book, including
those relating to both financial and performance audits. Among
other things, the proposed changes are intended to clarify the types
of audits and services that are performed under the Yellow Book,
strengthen and streamline certain provisions of it, and improve
understandability of the standards. The revisions are effective for
financial audits and attestation engagements of periods ending on
or after January 1, 2004, and for performance audits beginning
on or after January 1, 2004. Early application is permissible.
Some of the more significant changes are that the revision:
• Adds a new chapter on attestation engagements that includes
additional field work and reporting standards over and
above what would be required under the AICPA’s attestation standards.
• Requires that auditors collectively possess the technical
knowledge, skills, and experience necessary to be competent
for the type of work being performed before beginning the
work on the assignment.
• Clarifies that the 80 hours of continuing professional education and training that is required under the Yellow Book
every two years should directly enhance the auditor’s
professional proficiency to perform audits and/or attestation
engagements. During the next year, the GAO is expected
to modify its existing Interpretation of Continuing Education and Training Requirements—Government Auditing
Standards (see the related discussion in the section of this
Alert titled “References for Additional Guidance”) to more
specifically address this new clarification and whether certain courses (for example, those related to taxation) would
count toward the 80-hour requirement.
• For financial statement audits, adds a requirement for auditors to be alert to situations or transactions that could indicate abuse, and if indications of abuse exist that could
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significantly affect the financial statement amounts or other
financial data, to apply audit procedures specifically directed
to ascertain whether abuse has occurred and the effect on the
financial statement amounts or other financial data.
Help Desk—You can obtain the new 2003 version of Government Auditing Standards (which includes the independence
requirements from Amendment No. 3), the independence
question and answer document, and a summary of the significant
changes made since the 1994 revision of the standards from
the GAO Web site at www.gao.gov/govaud/ybk01.htm.

Common Engagement Deficiencies

Following are some common deficiencies noted on governmental
financial statement audits found during recent peer reviews and
AICPA Professional Ethics Division investigations of CPA firms.
This list continues to include some of the deficiencies identified
in past Alerts, indicating problems with the same matters. You
should consider reviewing your firm’s policies and procedures to
see whether your governmental engagements also might have
these kinds of issues.
• The auditor used inadequate or outdated reference materials related to the engagement performed.
• GAAP requirements for the classification, accounting,
and reporting for particular funds and for disclosures were
not followed.
• In some cases the auditor’s report was not qualified for
GAAP departures.
• The auditor’s consideration of the entity’s internal control
was inadequately documented.
• Government Auditing Standards’ continuing professional
education and audit documentation requirements were
not met.
• The required Government Auditing Standards reports for
internal control or compliance were not prepared or were
not referred to in the report on the financial statements.
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• The auditor failed to document the subsequent events review.
• The management representation letter did not follow the
requirements of SAS No. 85, Management Representations,
as amended.

Accounting Issues and Developments
GASB Pronouncements, Exposure Drafts, and Additional Projects

GASB Pronouncements on the New Financial
Reporting Model
In the past few years, the GASB issued the following pronouncements to develop a new financial reporting model for state and
local governments:
• GASB Statement No. 34, Basic Financial Statements—and
Management’s Discussion and Analysis—for State and Local
Governments. This is the “core” reporting model standard,
which requires both government-wide and fund financial
statements. (The GASB staff has issued implementation
guidance relating to this Statement, which, as discussed
later in this section, has now been updated.)
• GASB Statement No. 35, Basic Financial Statements—and
Management’s Discussion and Analysis—for Public Colleges
and Universities. This Statement extends the applicability of
GASB Statement No. 34 to public colleges and universities.
• GASB Statement No. 37, Basic Financial Statements—and
Management’s Discussion and Analysis—for State and Local
Governments: Omnibus. This Statement amends GASB
Statement No. 21, Accounting for Escheat Property, and
clarifies and modifies certain provisions of GASB Statement No. 34.
• GASB Statement No. 38, Certain Financial Statement Note
Disclosures. This Statement adds several new disclosures to
governmental financial statements.
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• GASB Interpretation No. 6, Recognition and Measurement
of Certain Liabilities and Expenditures in Governmental
Fund Financial Statements. This Interpretation clarifies
the modified accrual recognition of certain liabilities
and expenditures.
Those reporting model standards started to become effective in
2002. The second phase of implementation—for “medium-sized
governments”—takes place for 2003 fiscal year ends but only those
with year ends after June 15—a phase two government with a
May 31 fiscal year, for example, would implement for May 31,
2004. Even when not yet required, many governments are early
implementing the new standards. It is important for you to have
a solid working knowledge of those standards. You should consult
the 2002 Audit Risk Alert State and Local Governmental Developments for a thorough briefing on those standards, including their
effective dates. In addition, be sure to review the original pronouncements for a complete understanding of their provisions.
Help Desk—The AICPA continues to make available its Practice Aid Understanding and Implementing GASB’s New Financial Reporting Model: A Question and Answer Guide for
Preparers and Auditors of State and Local Governmental Financial Statements (product no. 022516kk). That Practice Aid will
help you and the governments you audit understand the new
standards. Call AICPA Member Services at (888) 777-7077 to
order your copy.

GASB Statement No. 39
In May 2002, the GASB issued Statement No. 39, Determining
Whether Certain Organizations Are Component Units—An
Amendment of GASB Statement No. 14. The Statement is effective
for financial statements for periods beginning after June 15, 2003,
with earlier application encouraged. GASB Statement No. 39
provides guidance to determine whether certain organizations for
which the primary government is not financially accountable
should be reported as component units based on the nature and
significance of their relationship with the primary government.
Consult the 2002 Audit Risk Alert State and Local Governmental
Developments for a thorough briefing on GASB Statement No. 39.
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GASB Statement No. 39, paragraph 5, adds paragraph 40(a) to
GASB Statement No. 14, The Financial Reporting Entity, to provide three criteria that a legally separate, tax-exempt organization
should meet to be included as a component unit of a reporting
entity. The third criterion is “The economic resources received or
held by an individual organization that the specific primary government, or its component units, is entitled to, or has the ability
to otherwise access, are significant to that primary government.”
We have observed a potential practice problem with that criterion—some governments mistakenly believe that GASB Statement
No. 39 now provides that “significance” is a criterion for including
any component unit. Instead, the “significance” criterion results
from the GASB’s expanded development of the provisions of
GASB Statement No. 14, paragraph 40. Paragraph 40 requires
organizations to be included in a reporting entity when the nature
and significance of the organization’s relationship with the primary
government are such that exclusion would cause the reporting
entity’s financial statements to be misleading or incomplete. The
“significance” criterion in new paragraph 40(a) applies only to
the legally separate, tax-exempt organizations that meet the other
two criteria in that paragraph. As discussed in paragraph 30 of the
Basis for Conclusions of GASB Statement No. 39, “significance”
constitutes a higher threshold for inclusion than is provided for
component units that meet GASB Statement No. 14’s financial
accountability criterion. Governments should continue to include
component units for which they are financially accountable in their
financial reporting entity based on materiality, not significance.
GASB Statement No. 40
In March 2003, the GASB issued its Statement No. 40, Deposit
and Investment Risk Disclosures, an amendment of GASB Statement
No. 3. The Statement requires specific disclosures for credit risk,
concentration of credit risk, interest rate risk, and foreign currency
risk. It also modifies GASB Statement No. 3, Deposits with Financial Institutions, Investments (including Repurchase Agreements),
and Reverse Repurchase Agreements, in part, to limit the required
disclosure of custodial credit risk to “category 3” deposits and investments. GASB Statement No. 40 is effective for financial state41

ments for periods beginning after June 15, 2004, with earlier application encouraged.
GASB Statement No. 41
Issued in May 2003, GASB Statement No. 41, Budgetary Comparison Schedule—Perspective Differences, clarifies the requirements
in GASB Statement No. 34 for reporting budgetary comparison
information. The statement applies to governments with budgetary
structures (certain program-based budgets, for example) that
prevent them from presenting budgetary comparison information
for their general and major special revenue funds, as required by
GASB Statement No. 34. GASB Statement No. 41 requires those
governments to present budgetary comparison schedules as required
supplementary information (RSI) based on the fund, organization,
or program structure that it uses for its legally adopted budgets.
Those presentations may not be displayed as basic financial
statements. GASB Statement No. 41 is effective simultaneously
with GASB Statement No. 34. For governments that already
have implemented GASB Statement No. 34, the Statement is
effective immediately—for periods beginning after June 15, 2002.
GASB Exposure Drafts of Proposed Statements
The GASB has these outstanding exposure drafts (EDs) of proposed Statements that it plans to finalize before the end of 2003:
• Accounting and Financial Reporting for Impairment of Capital Assets and for Insurance Recoveries. This ED proposes accounting and reporting guidance for (1) recognizing losses
and for writing off a portion of historical cost for the impairment of capital assets and (2) all insurance recoveries
(not just those associated with impairment of capital assets). Its proposed effective date is for financial statements
for periods beginning after December 15, 2004, with earlier application encouraged.
• Accounting and Financial Reporting by Employers for Postemployment Benefits Other Than Pensions and the related Financial Reporting for Postemployment Benefit Plans Other
Than Pension Plans. These EDs propose standards for how
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employers and plans should report postemployment health
care, as well as other forms of postemployment benefits
(for example, life insurance) when provided separately
from a pension plan. The GASB also issued a companion
plain language supplement to these EDs, Other Postemployment Benefits. The GASB proposed that the employer ED
become effective in three annual phases (using the same
dollar cutoffs as was done with GASB Statement No. 34)
starting for periods beginning after June 15, 2006. The
GASB proposed that the plan ED become effective one
year before the effective date of the related Statement for
the employer in single-employer plans or for the largest
participating employer in multiple-employer plans. For
both EDs, earlier application would be encouraged.
GASB Technical Bulletin
In June 2003, the GASB staff issued Technical Bulletin (TB)
2003-1, Disclosure Requirements for Derivatives Not Reported at
Fair Value on the Statement of Net Assets, to supersede GASB
Technical Bulletin No. 94-1, Disclosures about Derivatives and
Similar Debt and Investment Transactions. The TB applies to derivatives that are not reported at fair value on the statement of net
assets. It provides an updated definition of derivatives and also
provides disclosure requirements for the government’s objective
for entering into the derivative and the derivative’s terms, fair
value, associated debt, and risk exposures. The TB also discusses
acceptable methods for determining fair value. It is effective for
financial statements for periods ending after June 15, 2003, with
earlier application encouraged.
Comprehensive Implementation Guide
The GASB staff issued the Comprehensive Implementation
Guide—2003 in May 2003. The guide combines the staff ’s previous eight implementation guides and revises their content for new
pronouncements, especially GASB Statement No. 34 and its related
pronouncements, that changed answers to certain questions and/or
made the questions moot. Some new questions, not addressed in
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the original guides, have also been answered. The GASB staff plans
to update the Comprehensive Implementation Guide annually.
Additional GASB Projects and Publications
GASB projects that may see EDs of proposed accounting and financial reporting standards released in the remainder of 2003
and in 2004 include (1) derivatives and hedging, (2) certain economic condition reporting issues (primarily relating to statistical
information), (3) pollution remediation obligations, and (4) net
assets/fund balance. EDs of proposed TBs are also expected on
termination benefits and tobacco settlement issues.
The GASB also has identified several financial reporting issues as
potential long-term research and monitoring projects: (1) additional
economic condition reporting issues, (2) fiduciary responsibilities,
(3) service efforts and accomplishments (performance measurement), (4) the preservation method for infrastructure assets, and
(5) electronic financial reporting.
In July 2002, the GASB issued Report on the GASB Citizen Discussion Groups on Performance Reporting. That research report,
funded by a grant from the Sloan Foundation, summarizes the results of meetings held to obtain information about users’ experiences with, and perceptions of, performance measures.
Help Desk—If you are interested in tracking the progress of the
GASB’s projects, look at the GASB Web site at www.gasb.org.
You can obtain a free copy of the research report from the
GASB through its Web site.

GASB Statement No. 34 Implementation Issues

Although implementing GASB Statement No. 34 and its related
pronouncements can be challenging, many preparers found the
process less difficult than they expected, provided they gave it
appropriate planning and research. One important step is to learn
from the experience of others. Following are some of the difficulties
we have noted in the implementation process, including a reference
to the GASB standard that provides guidance, where applicable:
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• The MD&A contains subjective language or discussions
that go beyond the required topics (GASB Statement No.
34, paragraph 4 and paragraph 11, as amended by GASB
Statement No. 37, paragraph 4).
• The fund level discussion in MD&A focuses on totals of
fund types rather than individual funds (GASB Statement
No. 34, paragraph 11(d)).
• The MD&A does not address both years presented in twoyear comparative financial statements (GASB Comprehensive Implementation Guide—2003, item 7.14).
• Special purpose governments mistakenly believe they are
not required to present an MD&A (GASB Statement No.
34, paragraphs 135 through 141).
• Restricted assets and restricted net assets are not appropriately determined. Specifically, governing board resolutions
and annual appropriations bills do not create restrictions
(GASB Statement No. 34, paragraph 34).
• Some governments have not developed a separate definition
of available for governmental fund recognition that is appropriate to the timing of cash receipts for their expendituredriven grant revenues. (Note that GASB standards do not
require the same “availability” time period for every type
of revenue.)
• Fiduciary fund financial statements present individual
funds rather than fund types (GASB 34, paragraph 106).
• Some hospitals, utilities, and other business-type activities are
continuing to use financial statement presentations that are
similar to those used by their private-sector counterparts,
rather than those required by GASB Statement No. 34
(GASB Statement No. 34, paragraphs 95 through 105).
• Some governments are finding that they have misapplied
accounting and financial reporting principles unrelated to
GASB Statement No. 34 in the past.
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• Note disclosures do not focus on governmental activities,
business-type activities, major funds, and nonmajor funds in
the aggregate (GASB Statement No. 34, paragraph 113).
• Segment disclosures include activities that do not meet the
definition of segments (GASB 34, paragraph 122, as
amended by GASB Statement No. 37, paragraph 17).
• When the budgetary comparison schedules are presented
as required supplementary information (RSI), some governments make related disclosures in the notes to the financial statements rather than in the notes to RSI (GASB
Statement No. 34, paragraph 131, as amended by GASB
Statement No. 37, paragraph 19).
We also have received numerous questions, often referred to us by
the GASB staff, asking whether GAAP-based fund and departmental financial statements are required to include an MD&A.
Neither GASB standards, which do not address such financial
statements, nor the AICPA Audit and Accounting Guide Audits of
State and Local Governments (GASB 34 Edition), which addresses
only auditor reporting on those presentations, directly answer
this question.
Long-established practice for presenting GAAP-based fund and
departmental financial statements dictates that those presentations
should apply all relevant GAAP standards. For example, a GAAPbased fund financial statement includes relevant GAAP-required
note disclosures. GASB Statement No. 34 requires the presentation
of an MD&A. That is a GAAP standard. To us, it logically follows
that GAAP-based fund and departmental financial statements
should present an MD&A, presenting the topics in GASB Statement No. 34, paragraph 11, that are relevant to the presentation.
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References for Additional Guidance
AICPA

Web Site
AICPA Online (www.aicpa.org) is the AICPA’s Web site on the
Internet. The site offers users the opportunity to stay abreast of
developments in accounting, auditing, and professional ethics.
Online resources include professional news, membership information, state and federal legislative updates, AICPA press releases,
speeches, exposure drafts, and a list of links to other accountingand finance-related sites. The AICPA Web site also features a
“Talk to Us” section, allowing users to send e-mail messages directly
to AICPA representatives or teams. The AICPA Web site includes
a separate section that deals with Circular A-133 audit issues,
including a document that provides unofficial answers to frequently
asked questions, at www.aicpa.org/belt/a133main.htm.
Order Department (Customer Service Center)
To order AICPA products, call the Customer Service Center at
(888) 777-7077 or fax to (800) 362-5066. The best times to
call are 8:30 A.M. to 11:30 A.M. and 2:00 P.M. to 7:30 P.M.,
Eastern Standard Time. Also, visit the CPA2Biz Web site at
www.cpa2biz.com to obtain product information and place
online orders.
Publications
The following AICPA publications may be of interest to auditors
of state and local governments.
• Audit and Accounting Guide Audits of State and Local
Governmental Units (Non-GASB 34 Edition) (product no.
012563kk)
• Audit and Accounting Guide Audits of State and Local
Governments (GASB 34 Edition) (product no. 012663kk)
• Audit and Accounting Guide Health Care Organizations
(product no. 012613kk)
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• Audit and Accounting Guide Audits of Property and Liability
Insurance Companies (product no. 012673kk)
• SOP 98-2, Accounting for Costs of Activities of Not-for-Profit
Organizations and State and Local Governmental Entities
That Include Fund Raising (product no. 014887kk)—This
SOP is an appendix to the two Audit and Accounting
Guides for state and local governments (see previous bullets)
and the Audit and Accounting Guide Not-for-Profit Organizations (product no. 012643kk). The SOP also is included
in AICPA Technical Practice Aids (product no. 005142kk).
• Understanding and Implementing GASB’s New Financial
Reporting Model: A Question and Answer Guide for Preparers
and Auditors of State and Local Governmental Financial
Statements, Revised Edition (product no. 022516kk)—This
publication provides a summary of the significant portions
of GASB Statement No. 34 and related GASB publications in a question-and-answer format.
• Checklists and Illustrative Financial Statements for State and
Local Governments (Non-GASB 34 Edition and GASB 34
Edition) (product no. 009033kk)—Updated annually, this
publication provides checklists and illustrations of financial
statements, note disclosures, and auditors’ reports, including
reports in accordance with Government Auditing Standards and the Single Audit Act Amendments of 1996.
Note: This volume includes both the Non-GASB 34 and
GASB 34 editions of the checklists in one handy binder.
• Audit and Accounting Manual (product no. 005133kk)—
Updated annually, this publication has an extensive section
of internal control questionnaires and audit programs for
audits of governmental entities, including audits in accordance with the Single Audit Act Amendments of 1996.
Continuing Professional Education Courses
The AICPA offers continuing professional education (CPE) in
the form of both group-study and self-study courses, and in print
and video format.
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Group-study courses include the following:
• Advanced Auditing of HUD-Assisted Projects
• Applying A-133 to Nonprofit and Governmental Organizations
• Audits of HUD-Assisted Projects
• Extra-Strength GASB No. 34
• In GASB We Trust: Foundations in Governmental Accounting
• GASB No. 34 Auditing: The Home of the Brave
• GASB No. 34 Implementation: From Here to There
• GASB No. 34 Infrastructure: How in the GASB Are We
Going to Do This?
• Governmental Accounting and Auditing Update
• Governmental and Nonprofit Annual Update
• Solving Complex Single Audit Issues for Government and
Nonprofit Organizations
• Workpaper Preparation Techniques for Government and
Nonprofit Organizations
• The Revised Yellow Book: Government Auditing Standards
Self-study courses include the following:
• Advanced Auditing of HUD-Assisted Projects (product
no. 730188kk)
• Applying A-133 to Nonprofit and Governmental Organizations (product no. 730198kk)
• Audits of HUD-Assisted Projects (product no. 730293kk)
• Extra-Strength GASB No. 34 (product no. 731760kk)
• In GASB We Trust: Foundations in Governmental Accounting (product no. 731640kk)
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• GASB No. 34 Auditing: The Home of the Brave (product
no. 731331kk)
• GASB No. 34 Implementation: From Here to There
(product no. 731567kk)
• GASB No. 34 Infrastructure: How in the GASB Are We
Going to Do This? (product no. 731562kk)
• Governmental Accounting and Auditing Update (product
no. 736472kk)
• Solving Complex Single Audit Issues for Government and
Nonprofit Organizations (product no. 734406kk)
• Workpaper Preparation Techniques for Government and
Nonprofit Organizations (product no. 732631kk)
• The Revised Yellow Book: Government Auditing Standards
(product no. 736111kk)
The AICPA also offers the following video courses:
• GASB No. 34 Auditing: The Home of the Brave (product
no. 187111kk)
• Governmental Accounting and Auditing Update (product
no. 186476kk)
• The Revised Yellow Book: Government Auditing Standards
(product no. 187101kk)
• Applying A-133 to Nonprofit and Governmental Organizations (product no. 187200kk—available fall 2003)
Online CPE
AICPA InfoBytes, offered exclusively through CPA2Biz.com, is
AICPA’s flagship online learning product. Selected as one of
Accounting Today’s top 100 products for 2003, AICPA InfoBytes
now offers a free trial subscription to the entire product for up to
30 days. AICPA members pay $149 ($369 nonmembers) for a
new subscription and $119 ($319 nonmembers) for the annual
renewal. Divided into 1- and 2-credit courses that are available
24/7, AICPA InfoBytes offers hundreds of hours of learning in a
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wide variety of topics. Governmental topics include the Yellow
Book, Circular A-133 auditing, GASB Statement No. 34, HUD,
industry updates, and other pertinent issues. To register or learn
more, visit www.cpa2biz.com/infobytes.
Industry Conference and Training Program
The AICPA will hold its 20th annual National Governmental
Accounting and Auditing Update Conference on August 25-27,
in Washington, DC, and again on September 21-23, 2003, in
Tempe, Arizona. This conference is designed for practitioners;
officials working in federal, state, or local governmental finance
and accounting; and recipients of federal awards. It is the premier
forum for the discussion of important governmental accounting
and auditing developments. Participants will receive updates on
current issues, practical advice, and timely guidance on recent
developments from experts.
The AICPA also offers an annual training program called the
National Governmental and Not-for-Profit Training Program.
This year’s program will be held on October 19-22, in Baltimore,
MD. This program is designed for practitioners or accountants,
auditors, and other staff in government who want in-depth,
hands-on training in government accounting and auditing.
For more information about the conference or the training
program, please contact the Customer Service Center at (888)
777-7077 or the Web site for cpa2biz at www.cpa2biz.com.
Accounting and Auditing Technical Hotline
The Technical Hotline answers members’ inquiries about accounting, auditing, attestation, compilation, and review services.
Call (888) 777-7077 or go to the AICPA’s Web site at
www.aicpa.org.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to
the application of the AICPA Code of Professional Conduct.
Call (888) 777-7077.
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Fax Hotline
The AICPA has a 24-hour fax system that enables interested persons
to obtain information that includes, for example, current AICPA
comment letters, conference brochures and registration forms,
CPE information, AcSEC actions, and legislative news. To access
the hotline, dial (201) 938-3787 from a fax machine and follow
the voice cues.
Governmental Accounting Standards Board

GASB publications can be obtained by calling the GASB Order
Department at (800) 748-0659. Publications are also available by
mail (P.O. Box 30784, Hartford, CT 06150, payment by check)
or on the GASB’s Web site at www.gasb.org.
The GASB offers the following publications and services:
• Codification of Governmental Accounting and Financial Reporting Standards. The 2003–2004 edition is as of June 30,
2003 and will be available in the fall of 2003.
• GASB Original Pronouncements, as of June 30, 2003. An
updated edition as of June 30 each year is issued each fall.
• GASB staff document Comprehensive Implementation
Guide—2003 provides guidance on implementing GASB
standards and includes the previous eight implementation
guides in one publication. Issued in May 2003, this Guide
provides, in a question-and-answer format, relevant and
helpful GASB 34 implementation guidance.
• GASB User Guides. The GASB has published a series of
guides to assist different users of government financial
statements to understand what information can be found
in financial statements prepared using the provisions of
GASB Statement No. 34.2
2 The Governmental Accounting Standards Board's user guides are not authoritative
pronouncements under the hierarchy of generally accepted accounting principles for
governmental entities as provided in Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Accordance With Generally Accepted Accounting Principles (AICPA, Professional Standards, vol. 1, AU sec. 411), as amended.
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• GASB Web Site—Information about the GASB can be
found on its Web site, www.gasb.org. The site links to online
resources about GASB Statement No. 34. The “What’s
New?” section contains the latest news about the GASB
and governmental accounting, as well as calendars of GASB
meetings, speaking engagements, constituent events, outstanding due process documents, the current-period technical plan, and other frequently requested materials. Other
items include “Facts about GASB”; summaries of all final
GASB documents and ordering information; a list of
board members, staff, and advisory council members with
their e-mail addresses; and a technical inquiry system.
• Performance Measurement for Government Web Site—The
GASB’s second Web site, located at www.seagov.org, is a
clearinghouse for information about the development, use,
and reporting of performance measures for governments.
The site’s main features include a citizens’ guide and links
to government performance indicators, studies, reports,
government sites, ongoing projects, and several online
discussion groups.
• Fax Information System—The GASB has a 24-hour fax system that enables interested persons to obtain information on
upcoming meetings, the current-period technical plan, and
“Facts about GASB.” To access the system, dial (203) 8470700, ext. 14, from a fax machine, and follow the voice cues.
General Accounting Office

The GAO home page, on the Internet at www.gao.gov, contains
links to the hundreds of reports and testimony to the Congress
each year on a variety of subjects, including accounting, budgeting,
and financial management. Hard copies of GAO reports and testimony can be obtained from the GAO, P.O. Box 37050, Washington, DC 20013; phone (202) 512-6000; fax (202) 512-6061; or
www.gao.gov/cgi-bin/ordtab.pl.
GAO’s Web site is updated daily and also includes Comptroller
General decisions and legal opinions; GAO policy documents; and
53

special publications. You may subscribe to GAO daily electronic
alerts using the form at www.gao.gov/subtest/subscribe.html.
The following publications are available on the GAO Web site at
www.gao.gov/govaud/ybk01.htm. The first three publications
also are available through the Superintendent of Documents,
U.S. Government Printing Office (GPO), P.O. Box 371954,
Pittsburgh, PA 15250-7954; phone (202) 512-1800; fax (202)
512-2250; or bookstore.gpo.gov/index.html.
• Government Auditing Standards, 2003 Revision—These
standards relate to financial and performance audits of
governmental organizations, programs, activities, and
functions, and of governmental funds received by contractors, nonprofit organizations, and other nongovernmental
organizations. All previous amendments to the previous
1994 Revision of the Yellow Book (that is, Amendments
No. 1 through No. 3) have been incorporated into the
2003 Revision. As of the date of this Alert, the 2003 Revision
was available electronically only on the GAO Web site.
Details on ordering a hard copy print version will be placed
on the GAO Web site once the print version is available.
• Government Auditing Standards: Answers to Independence
Questions responds to questions related to the Yellow
Book independence standard’s implementation time
frame, underlying concepts, and application in specific
nonaudit circumstances.
• Interpretation of Continuing Education and Training Requirements—Government Auditing Standards establishes
specific CPE requirements for auditors working on audits
performed in accordance with those standards. This Interpretation guides audit organizations and individual auditors
on implementing the CPE requirements by answering the
most frequently asked questions from the audit community.
As noted in the section of this Alert entitled “Government
Auditing Standards Developments,” the GAO is expected
to revise this Interpretation during the upcoming year.
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Government Finance Officers Association

The Government Finance Officers Association (GFOA) can be
contacted at 203 North LaSalle Street, Suite 2700, Chicago, IL
60601-1210; phone (312) 977-9700; fax (312) 977-4806;
www.gfoa.org. Its publications include:
• Governmental Accounting, Auditing and Financial Reporting: Using the GASB 34 Model—This publication, commonly known as the GAAFR or “Blue Book,” provides
detailed professional guidance on the practical application
of the new financial reporting model to state and local governments. The basic text of the GAAFR also is available on
CD-ROM. (The GAAFR Study Guide Outlines and Exercises and The GAAFR Self-Study Course also are available to
assist those wishing to use the GAAFR for instructional or
self-study purposes.)
• An Elected Official’s Guide to the New Governmental Financial Reporting Model—This booklet provides a comprehensive overview of the new governmental financial reporting
model established by GASB Statement No. 34.
• “General-Purpose Government Checklist for the Certificate of Achievement for Excellence in Financial Reporting
Program”—This detailed checklist has been completely revised to reflect GASB Statement No. 34 and is available
free of charge on the GFOA Web site.
• An Elected Official’s Guide to Fund Balance—This booklet
provides the nonaccountant with a concise explanation of
the meaning of the various components of fund balance
and focuses on how to properly interpret the meaning of
fund balance in the general fund.
• An Elected Official’s Guide to Auditing—This booklet provides elected officials, management, and other nonaudit
professionals with practical information concerning the
audit process for state and local governments, including
discussion of annual audits of financial statements; Yellow
Book audits; Circular A-133 audits; auditor’s reports;
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managing the financial audit; performance auditing; and
internal auditing. (Recently updated.)
• Model Request for Proposal for Auditing Services (diskette)—
This diskette includes a model request for proposals for auditing services in WordPerfect 6.1 format (recently updated).
• Evaluating Internal Controls: A Local Government Manager’s
Guide—This publication is designed for public managers
seeking the practical guidance needed to assume a leadership role in the design, implementation, and maintenance
of a comprehensive framework of internal control.
• An Elected Official’s Guide to Internal Controls and Fraud
Prevention—This booklet provides a concise yet comprehensive overview of internal controls and fraud prevention
in the public sector. Explanations cover a wide range of
topics, including the control environment; accounting systems; control policies and procedures; evaluating internal
controls; the causes, cost, and prevention of fraud; common
types of fraud; and how management can detect fraud.
• Accounting Issues and Practices: A Guide for Smaller Governments—This 12-chapter manual provides “how to” advice
on the basic duties of local government finance officials.
Sample documents are included throughout.
• A Guide to Arbitrage Requirements for Governmental Bond Issues and 1994 Supplement—These two publications present
a comprehensive overview of federal arbitrage requirements.
• Pension Accounting and Reporting; Pension CAFRS: Guidelines for the Preparation of a Public Employee Retirement System Comprehensive Annual Financial Report; 2000 Survey of
State and Local Government Employee Retirement Systems—
Survey Report; and the PENDAT 2000 Database and User’s
Manual—Various publications and other products on the
administration of and financial reporting for PERSs.
• GAAFR Review—This eight-page subscription newsletter,
issued 10 times each year, covers major issues in govern56

mental accounting, auditing, and financial reporting and
includes analyses of recent authoritative pronouncements.
• Recommended Practices for State and Local Governments—
The GFOA’s recommended practices identify “best practices”
in each of the major disciplines of state and local government finance. They are available free of charge on the
GFOA Web site.
• Financial Indicators Data Base—The GFOA makes available each year key data extracted from Comprehensive
Annual Financial Reports (CAFRs) submitted to its certificate program. Separate data bases are available for counties,
general-purpose governments, and school districts.

This Audit Risk Alert replaces State and Local Governmental
Developments—2002.
The State and Local Governmental Developments Audit Risk Alert
is published annually. As you encounter audit and industry issues
that you believe warrant discussion in next year’s Alert, please feel
free to share them with us. Any other comments that you have
about the Audit Risk Alert would also be greatly appreciated. You
may e-mail these comments to lgivarz@aicpa.org or write to:
Leslye Givarz
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
We also suggest that you review the annual AICPA Audit Risk
Alert, Single Audits—2003 (Audits of Organizations Receiving Federal Awards: Single Audits Performed in Accordance With Office of
Management and Budget Circular A-133) if you have clients that
receive federal money. This Alert addresses current issues of relevance to the performance of single audits, including regulatory,
legislative, and other developments, among its many topics. Also
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review the AICPA Audit Risk Alert, which is a general update on
economic, auditing, accounting, and other professional developments. That publication discusses numerous general audit topics
of interest that, although not specifically geared toward an audit
of the financial statements of state and local governments, might
be relevant to auditors of those financial statements.
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APPENDIX

The Internet—An Auditor’s Research Tool
If used properly, the Internet can be a valuable tool for auditors.
Through the Internet, auditors can access a wide variety of global
business information. For example, information is available relating
to professional news, state CPA society information, IRS activities,
software downloads, university research materials, currency exchange
rates, stock prices, annual reports, and legislative and regulatory
initiatives. Not only are they accessible from the computer, but
they are also available at any time, often free of charge.
A number of resources provide direct information, whereas others
may simply point to information inside and outside of the Internet.
Auditors can use the Internet to:
• Obtain audit and accounting research information
• Obtain information, regulations, and documents from
federal agencies and departments
• Discuss audit issues with peers
• Communicate with audit clients
• Obtain information from a client’s Web site
• Obtain information from professional associations
There are caveats to keep in mind when using the Internet. Reliability varies considerably. Some information on the Internet has
not been reviewed or checked for accuracy; we advise caution when
you access data from unknown or questionable sources. Although a
vast amount of information is available on the Internet, much of it
may be of little or no value to auditors. Accordingly, auditors
should learn how to use search engines effectively and efficiently.
The Internet is best used in tandem with other research tools, because it is unlikely that all desired research can be conducted solely
from Internet sources.

59

The following listing summarizes the various Web sites of many
of the organizations referred to in this Audit Risk Alert, as well as
others that auditors of state and local governments may find useful.
Organization

Web Site Address

American Institute of CPAs:
Main page
Circular A-133 audit page
Association of Government Accountants
Department of Education Office of
Inspector General
Department of Housing and
Urban Development:
Office of Inspector General
Real Estate Assessment Center
Federal Audit Clearinghouse
Federal Aviation Administration,
Office of Airports, Passenger Facility
Charge Branch
Federal Chief Financial Officers Council
Financial Accounting Standards Board
FirstGov (the federal government’s
central online location)
General Accounting Office:
Main page
Government Auditing Standards section
General Printing Office Access (with links
to search Code of Federal Regulations,
Federal Register, and Public Laws)
General Services Administration
Government Finance Officers Association
Governmental Accounting Standards Board:
Main page
Performance Measurement for Government
U.S. House of Representatives
IGnet (the federal Inspectors General site):
Main page
Single audit library
Internal Revenue Service
Library of Congress
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www.aicpa.org
www.aicpa.org/belt/a133main.htm
www.agacgfm.org
www.ed.gov/offices/OIG

www.hud.gov/oig
www.hud.gov/offices/reac
harvester.census.gov/sac

www.faa.gov/arp/530home.htm
www.cfoc.gov
www.fasb.org
www.firstgov.gov
www.gao.gov
www.gao.gov/govaud/ybk01.htm
www.access.gpo.gov/su_docs/
index.html
www.gsa.gov
www.gfoa.org
www.gasb.org
www.seagov.org
www.house.gov
www.ignet.gov
www.ignet.gov/pande/audit/
mains.html
www.irs.gov
lcweb.loc.gov

Organization

Web Site Address

Municipal Securities Rulemaking Board
National Association of State Auditors,
Comptrollers, and Treasurers
Office of Management and Budget:
Main page
Grants management section
Public Company Accounting
Oversight Board
Securities and Exchange Commission
U.S. Senate
Thomas Legislative Search

www.msrb.org
www.nasact.org
www.omb.gov
www.omb.gov/grants
www.pcaobus.org
www.sec.gov
www.senate.gov
thomas.loc.gov
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